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Transcript of Federal Open Market Committee Conference Call of
October 5, 1879

CHAIRMAN VOLCKER. Gentlemen, we will have a bit of a rump
session this morning. This is by no means meant to be any kind of
decisionmaking session. I just wanted to bring you up to date a
little. I expect to see you here [in Washington] for a meeting
tomorrow. I am sorry for the uncertainty about the scheduling of the
meeting, but a few things had to be put in place and there was some
uncertainty about when they would be put in place. But I think we can
go ahead tomorrow. The general issue, of course, 1s whether the
present situation reguires some monetary policy action and if so, what
kind. The reason I think we ghould come together physically is that
we really want tc consider a change in operating technigue of the kind
that we have often discussed one way or another in the past.

You will have very shortly, if vou don’'t already, a
memorandum that Steve Axilrod and Peter Sternlight prepared describing
a possible approach that involves leaning more heavily on the
aggregates in the period immediately ahead. [Secretary’s note: A copy
of the memorandum is appended to this transcript.] 2aAnd the complement
of that is leaning less heavily on the federal funds rate in terms of
immediate policy objectives. We have had some considerable discussion
of that over the past couple of weeks here and that memorandum
attempts to distill some of the thinking. I want to discuss tomorrow
whether we want to adopt that approach, not as a permanent [decision]
at this stage, but as an approach for between now and the end of the
yvear, roughly, in any event. This will [involve] a series of
decisions--whether we want to adopt that technique, and if so where we
want the money supply path to be, what kind of broadened constraints
we want around the federal funds rate, and so forth. I think those
are the kinds of policy decisions we would have to focus on.

Of course, there are other possible actions that could be
taken that are more immediately under the purview of the Federal
Reserve Board itself rather than the Federal Open Market Committee.
Before getting any further reaction--and I don’t think we ought to
have a long substantive discussion this morring by any means because
that’s the purpose of the meeting tomorrow--it may be useful to review
very briefly where we stand. [Let’s hearl from Mr. Kichline on the
economy, Mr. Axilrod on the monetary side, and Mr. Truman on the
international side, with any comments that Mr. Pardee and Mr.
Sternlight want to add on the immediate market situation. Sc let's

just take a few minutes to do that if we may. TI'1l turn the floor
over to Jim Kichline.

MR. KICHLINE. Recent information on the economy has tended
to come in somewhat stronger than the staff had anticipated. This was
indicated most clearly this morning with the information on the labor
market situation in September. Employment increased significantly in
September and the unemployment rate is reported to have dropped 0.2
percentage point to 5.8 percent. In light of this information and
some selected informaticn on fiscal output, we would anticipate that

industrial production probably rose about 1/2 percentage point in
September.

In other areas, the data also have generally tended to be a
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bit stronger. For example, the new order figures and shipments data
for August have been revised up substantially. One cautionary note
relates to inventories whers the most recently available information
now suggests that inventories grew very strongly in August following,
as you know, a very rapid increase in the preceding several months.
Overall, our tentative thinking now is that real GNP in the third
quarter probably increased around 1-1/2 percent at an annual rate--
about 3/4 percentage point more than we had anticipated at the August
meeting of the Committee. We believe that part of the increase--in
fact the major part--will disappear as we get into the fourth cuarter
[when we think] we will be seeing some inventory adjustments. So we
have a little larger negative in the fourth guarter. That, of course,
remains toc be seen in terms of what actually transpires. I would say
that overall the information on the near term is clearly stronger than
we had anticipated.

On the inflation side, it’s hard to find good news. The new
information obviocusly is the producer price index, and that shot up
1.4 percent in September. The increasges were widespread, but
particularly difficult is the food situation where we had anticipated
some relief. And given the large increases in food prices at the

producer level, this should feed into consumer prices over the next
several months.

CHAIRMAN VOLCKER. Thank wvou, Jim. Let’s just go to Steve
and Ted and we [can] comment later.

MR. AXILROD. Mr. Chairman, the aggregates are running high
in the ranges that the Committee had set at the previous meeting on
September 18. At that time, the Committee adopted an M1 range of 3 to
8 percent and an M2 range of 6-1/2 to 10-1/2 percent for the period
covering September to October. With data through October 3, our
estimate is that M1 growth in that period will be 7-1/2 percent, very
close to the upper end of the range, and that M2 growth will be 9.7

percent, alsc close to the upper end of the range though not guite as
close as is M1.

With the money aggregates running strong and a rather
considerable amount of churning and pressures in the foreign exchange
markets, the federal funds rate has drifted up--I'm sure Peter will go
intc more detail on that--and along with that we’ve had some upward
pressures on other short-term rates. In the long-term market, [yields
on] high grade corporate issues have reached record levels for the
year, rising on the order of around 17 basis points since the
Committee meeting. They are at the polint where in the latest week we
estimate a new high grade corporate offering at very close to a 10.15
percent yield, apparently reflecting the worsening of inflationary
expectations as well as the fairly sizable calendar of such offerings

in recent weeks, led particularly by the IBM offering of a billion
dollars.

Bank credit growth continues to be very strong. We had very
large demands through the September tax date. I would guess that was
because of strains on corporate ligquidity positions and the need to
finance large inventories while having to make large tax payments.
But we have not seen an unwinding of that commensurate with the
increases in that period, sgo for the month of September we think that
bank credit is going to grow at about a 19 percent annual rate as
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compared with 10 and 13 percent in the previous two months. And we
estimate that business loans in September grew at arcund a 20 percent
annual rate as compared with an average growth rate of 18 percent in
the previous two months. So banks have been very actively searching
out funds to finance these demands that they’ve been accommodating and
we have had a resumption of fairly sizable CD expansion in recent
weeks as well as continued large takings from the Furo-dollar market.

CHAIRMAN VOLCKER. Mr. Truman.

MR. TRUMAN. Since the last meeting of the Committee, we have
two pieces of information on the external side. One was the August
trade data, which came in somewhat better than the staff had
anticipated; the other was the full data on the second-quarter current
account transactions, which showed higher net service receipts than we
had anticipated. This has led us to adjust our outlook somewhat in a
positive direction but not dramatically. The dollar is down about 2
percent on average since the Committee meeting and down about the same
against the mark. This week, however, the weighted average value of
the dollar has risen about 3/4 percent and again about the same
against the mark. The c¢hief impetus to the dollar’s appreciation has
been the developing expectations among market agents that a new series
of measures to support the dollar’'s wvalue would be amnounced during or
after this week’'s meetings in Belgrade. The price of gold, as you may
know, has moved gquite erratically--particularly this week. It rose to
a high of $448 per ounce in New York but this morning it was fixed in
London-~the first fix--at $367.50. Rumors of stepped up official

sales of gold in the future have been one of the factors contributing
to the break in the price.

CHAIRMAN VOLCKER. Mr. Sternlight and Mr. Pardee.

MR. HCLMES. Yes, Peter is getting ready to come on. Paul,
there is a rumor in the market that I think vou ocught to hear about.

MR. STERNLIGHT. There has been word from our Desk--I think
these rumors actually started in the foreign exchange markets but a
few of the domestic dealers have been calling us on this--about a
rumor that Chairman Volcker has resigned. 2And this is having a
downward effect on the securities market.

CHAIRMAN VOLCKER. The answer is "not yet!"

MR. COYNE. Peter, this is Joe Coyne. We will be saying
"absolutely ridiculous."

MR. STERNLIGHT. Steve reported on the aggregates and the
interest rate changes. I just want to convey alsc the extent of
apprehension and the expectancy in the market that something is being
shaped up to deal with the current situation. As far as the funds
rate goes, as Steve mentioned there were upward pressures around the
end of the quarter. We had trouble getting out all the reserves that
we would have liked and we had the fed funds rate averaging 11.90
percent 1n that week; on several days it was higher. We have still
been aiming for 11-1/2 percent, but with an approach of being tolerant
of rates somewhat above that and strongly resisting anything kelow
that. Yesterday many people in the market were getting the idea that
we were probably really aiming at something like 11-5/8 percent. And
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in restating our approach today, we are making more acknowledgments of
that in light of the background situaticon. We have been saying that
we are aiming for about 11-1/2 percent or somewhat higher but if it
got up to 11-3/4 percent we would continue to resist a rate as hicgh as
that. And now Scott Pardee has some comments.

MR. PARDEE. Well, the exchange markets are currently very
chaotic. The dollar is higher than it was early this week, largely
because of supportive intervention by the Bundesbank and ourselves.
But the number of rumors and the types of rumors that have emerged--
many of them are incredible and some are credible--have dominated the
exchange market thinking over the whole week. The one that Chairman
Volcker has resigned, with all the elaboration of the scenario under
which he resigned, has been going arcund for the last 2 hours. I hope
it is denied very quickly so that at least that rumor would be put to
bed. But everyone is waiting for whatever the Federal Reserve 1is

going to do this week, and basically the dollar has not moved very
much in the last 2 or 3 days.

CHAIRMAN VOLCKFR. Let me summarize some of this by saving
that late last week--actually beginning before then but particularly
late last week and in the very early part of this week-~these markets,
by which I mean the gold market very obviously and the foreign
exchange markets, were "depressed." I guess that’'s the right word.
2nd the atmosphere was very nervous. I think that has been largely
turned around by an expectation that there will be some action. The
markets have recovered to a considerable degree on that expectation,

but I'm not sure that there is much else that accounts for [the
turnaround] .

The discussions abroad were very difficult im a number of
respects. The feeling of confidence is not high, T should say, in a
number of directions and that increases the difficulty of restoring a
sense of stability. One of the alarming things eariier, to me at
least, was the sensitivity and responsiveness of some of the commodity
markets outside of gold and silver to what was going on. There were
some very sharp increases in prices of copper and other metals at the
end of last week and at the beginning of this week, a development that
has since subsided somewhat with the improvement in the gold market

and the exchange market. But, quite clearly, we are in a very
sensitive period.

So that is the background in which we will be meeting. Any
comments that people at the other end of the telephone might want to
add--or any questions--would be in order at this point.

MR. BLACK. How is this memorandum coming to us?

CHATRMAN VOLCKER. By telegram or telex or whatever the
normal method 1s, so far as I know. It’s on the wire. You should
have it.

MR. ROOS. May that wire be shared with our research people--
those cleared [to see FOMC materiall?

CHAIRMAN VOLCKER. I think it can be shared with one or two
of them. I guess the message said one.
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MR. ROOS. Our research director?

CHAIRMAN VOLCKER. Yes, one. Now let me say in that
connection that there are a lot of complications that can be
introduced with this procedure and a lot of gquestions about precisely
[how] it can be done. If we are going to go in that direction, I
doubt if we are going tc decide precisely all these things for all
time. In fact, I'm sure we're not. There’g going to have to be a
certain amount of discretion permitted the Desk and I suppose myself
in this, in conjunction with the people here who will have to make the
estimates as to precisely how this will work in practice. I think
that is a practical necessity i1f we are going to move in that
direction at this time. So, I wouldn’'t encourage you to come in with
the idea that we can have a mechanical answer to all the questiocns
that arige from operating in this manner. I think there would be a
very definite change in procedure and approach but I don’t think we

can identify every poessibility that may arise by some mechanical rule
at this stage.

MR. BALLES. Steve, if you have the numbers ready there, how
do the latest estimates we have on these different M's compare to our
long-term ranges? Are we at or above the upper ends in both cases?

CHAIRMAN VOLCKER. That will be in the memorandum. Just
roughly, the latest estimates are the estimates used at the last
meeting which haven’t changed substantially. Whatever yvou may think
of their reliability, which 1s another guestion, the estimates
themselves are barely within the ranges for the year.

MR. BALLES. One other question, Paul. Without trying to
probe into what the forward course of action might be that will be
discussed and decided upon tomorrow, is there anything we should be
prepared to do on very shert notice after the meeting in terms of
contacting our directors?

CHATIRMAN VOLCKER. I don’'t know of anything at this stage and
I don‘t think you should worry about that at this point. I think
there is a need to come in here as inconspicuously as possible., I
believe you’ve been working with Murray Altmann and [others] so that
you're at diverse hotels. I imagine you do know that the Pope is
coming in [to Washington, D.C.], which may be good cover. It may not
be. I'm asking for a Papal blessing of this meeting. Murray suggests
that we’ll have a large cloak under which to put the meeting! I don’'t
know if there will be transportation difficulties--whether you are
going to have any difficulty getting to this building in the morning.
We don’t think so but there may be a certain amount of congestion and
disturbance so if vou’‘re anyplace close, you'll probably want to walk.

MR. MAYO. Should we plan, Paul, for a meeting that lasts
more than three hours?

CHAIRMAN VOLCKER. Yes. I don’t know whether it will be
necessary but I would [suggest that vou] not commit yourself [to
leaving by a certain timel. T would hope that we can finish in three
hours but if yvou ask me whether that’s a certainty, it is not. It's
about as good as the money supply figures; all this scheduling [is
difficult]. Obviously we want to emphasize the fact that you should
be as quiet as possible. I suspect vou will get some inguiries as to
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whether there is a meeting, so maybe you can make up a cover story for
your people so that there isn‘'t any knowledge of this meeting. If
there are no other questions, I will see you in the morning at 9:30.
Thank vyou.

END OF SESSION




T Federal Open Morket Committec DATE: October 4, 1979
FROM: Messrs. Axilrod and Sternlight SUBJECT: Proposal for reserve
aggregates as guide

to open market
operations

The rate of inflation continucs unabated and inflationary psychology
seems more and more to be generating speculative pressures--for example,
in markets for foreign exchange, commodities, and bullion--and to be
threatening further intensification of wage-price pressures in labor
and product markets. Containment of inflatienary psycheology would work
to avert the distoertions in markets that could significantly worsen the
adjustment in real economic activity that appears under way.

The rate of growth in the money supply has become the most widely
publicized indicator of the stance of monetary policy. Recently, money
growth has becn guite rapid and, if continued, would result in failure by
the FOMC to achieve its monetary targets for 1979,

In this memorandum, we propose a rescrve targeting procedure that
would, we believe, provide greater assurance than present operating
techniques that the FOMC will in fact achieve money supply targets for the
one year QIV '78 to QIV '79 period and enter 1980 with money growth on
a more moderate track than has prevailed recently. Announcement of such
a shift in precedure may itself have a beneficial calming effect on
inflationarv psychology. However, the considerable slowing in monetary
growth rates from their rccent pace that the public would expect from
announcement of such a shift in approach would, of course, have to be rather
soon achieved 1{ any benefits from the anncuncement are net to be dissipated--

if indeed an announcement is not to be ultimately counterproductive.




1t should also be said ecarly on that reserve targeting is not
a simple, risk-free procedure that can quickly solve monetary policy
problems. It docs not resolve basic questions about the target rate of
money supply growth that is in fact appropriate to particular economic
conditions. Morcover, once the Committec is satisfied about its basic
path for the ageregates, there are stil] potential slippages between
reserves and the aggregates that regquire flexibility in operations-=-
a flexibility that we have attempted to allow for in the basic
deseripticn of the reserve technique that is given in subsequent
sections of this memerandum. Finally, we do not believe the Committee
cen cntircly ignore cmerging credit and security market conditions,
or at times exchange market conditions, in rigid pursuit of short-run
rese¢rve targetis.

Behavicor of moneltary aggrcgates in relation to targets

As mav be secen in the sccond column of the table below, growth
in the money supply aggregates over the first three quarters of this
yocar remained within the longer-run ranges sct by the FOMC. However,
in the past two guarters, as shown in the third and fourth columns, rates
of growth have been accelerating and have been above the longer-run
ranges, well above mest recently. Thus the aggregates are within the
ranges because of the very slow increases in the first quarter, and in

the case of M-1 a decline at that time. Bank credit growth has been

steadily above its longer-run range since the beginning of the year.
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Range
-1 3 to GL/
M-2 5 to 8
H-3 6H to 9

Bank Credit 7% to 10%

For the nmoney

ranses by the tire the

pace 1Is roguired.

-1-

Actual annual rates of increase

QIvV *78
to QITT '79

——— e

5.0

12.6

Quarterly
QIIT Q1] QL
9.5 7.6 -2.1
11.9 8.6 1.8
10.3 7.9 4.7
11.6 11.2 13.6

supply aggregates as a group to be within their

vear is over, a considerable slowing from their recent

The tabie below shows rates of growth for the fourth

quarter {both on a guarterly average and monthly basis) that are consistent

with two alternative rates of growth for the year.

The left-hand panel

shows fourth guarter growth rates consistent with a yearly iuncrease at

the midpeints of the longer-run targets.

The right-hand panel shows

fourth guarter growth rates consistent with a yearly increase in the upper

nalf of the lenger-run

ranges.

Fourth quarter

Fourth quarter

vrowth prowth
Growth for Growth for
Year at Year in
Midpeint Upper Half
of Target Qurly Sept. to of Target Qtrly Sept. to
Range Ave, Dec. Range Avg. Dec.
M-1 4.5 2.8 1.3 5.3 5.9 4.6
M-2 6.5 3.2 1.5 8.0 8.8 7.5
=3 7.5 6.3 5.3 8.0 8.2 7.3

1/ Represents the 1% to 4% percent range specified by the FOMC adjusted

for the staff's current estimate that ATS effects will restrain M-1
zrowth by about 1% percentage points over the year rather than the 3
percentage points originally estimated last February.




The sharply decelerated pvowth rates in the fourthh quarter--shown
in the left panel of the table--needed if the midpoints of the longer-run
targets ave to be hit by the end of the year would appear to require a
very sharp rise in interest rates and/or a considerably a weaker cceonomy
thaa is currently being projected. Fourth quarter rates of growth in
the tight panel were implicit in the alternative B bluebook path presented to
the Committee at the mid-September meeting. These growth rates would, when
the year is over, put M-2 at the upper end cof its longer-run range and
M-T and -3 in the upper halves of their rangcs.L/ The staff expected
that sach crewth vatos mipght be attained with little, or no, further
upward pressure on money market rates--assuming that growth in nomingl
]

CWP 1s a2t least as wesk as a 7°

-

pereent annual rate in the fourth quarter
and that some of the cash built up in recent months is shifred into other
financial assets. Of course, that result is by no means assured, and
recent ewpericnce has been for both money growlth and interest rates to
run above staff projections.

In view of the uncertainties in interest rate forcecasts, in
estimates of nominal GNP, and in asscssing the behavior of money demand,
we belicve that the Committee might have greater assurance of achieving
menctary growth rates over the next few months consistent with its leonger-
run targets 1f the Desk moved to an open market operating techmique that
placed mere emphasis on factors dircetly influencing the supplv of money.
Thus, the procedure we will describe in the next section is based on

supplying an amount of monetary base and bank reserves designed to be

consistent with the Committee's choice of aggregates.
ggreg

1/ 1t appears unlikely that bank credit could in practice grow slowly
- cnough in the fourth quarter to fall within its range for the year.
To reach the upper limit, quarterly average growth in the fourth

guarter would have to be a little less than 4 percent.
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For purposes of describing the reserve operating preocedure, we
have taren a reserve path consistent with limiting growth in the aggregates
te rates close to those in the right hand pancl of the table on page 3.

On the assumption that there is equal likelihood of exceeding or falling
short of money supply objectives--because of slippapges to be discussed
below--the illustrated resevrve path does contain some risk that some
agnregates would exceed target, particularly M-2 which is targeted at

the top of its lenuzer-run range in any event. 7The Committee could
minimize such risks, if it wished, by choosing, say, a path between those
in the two pancls of the table,

1

Honetary base and reserve operating procedures

The first column of the table below shows the deceleration in
growth of the monectary base and total reserves between now and year-end
presently estimated as nceded to restrain growth in money to the dimen-

X L . . - . 1/
sions indicated in the right panel of the preceding table,~ Rates of

increase for preceding months are also shown in adjacent columns.

Sept. Lo June to Harch to Dec. to
Dec. Sept. June March
Total monetary basce 8.0 12.5 4.7 4.2
Total resurves 7.0 1.1 -3.9 -4 .4

As noted above, such a reserve path between now and year-end is

designed to lead to growth in money supply aggregates over the year within

ib._._l
T

On a quarterly average basis though, fourth gquarter growth in these
reserve aggregates would probably be higher than in the third quarter

in view of the very high levels reached by the end of the third guarter.
The base and total reserves would increase 10 and 9 percent, respectively,
on a qguarterly avcrage basis in the fourth gquarter, as compared with
zrowth rates of 9.7 and 6.2 percent, respectively, in the third.




the FOMNC's targeted range, but well into the upper half of those ranges.
tlowever, becausce of various slippages, any reserve path the Conmittee
establishes can, of course, lcad to growth in the monctary aggregates
different from cxpectations,

There are two chicf sources of slippage. First, there is always
the chance that variability in the multiplier relationship between reserves
and money could lead teo more {or less) money growth than expected--though,
if the path is adhered to, an cxcess growth in one variable such as M-2,
or bank credit, might be offset by slow growth in another wvariable, such
as =1, Sccond, slippage could occur because more {or less) total
raserves are supplied relative to path either because of enlarged (or
reduced) member bank borrowing or becouse of sizable (or small) reserve
provision of nonborrowed rescrves by the Desk caused by, say, a Federal
funds rvate comstraint or large unexpected movements in reserve factors.

Because of these risks, it would be expected that the basic
reserve or monctary base path would be reassessed at each meeting of the
FOuC along with the constraints placed on Desk operations in relation to
that path,

To guide Desk operations in the intermceting period, the Desk
would be provided with estimates for the base and total reserves over
that period consistent with the FOMC's longer-run path. In current
circumstances, once such path for the monetary base would be the 8 per-
cent annual rate of increase (scasonally adjusted) noted earlier for
the period from Scptember to December. However, the Trading Desk operates
on, and controls dircctly, only the nonborrowed components of these aggregates.

Thus, the Desk would be operating through nonborrowed reserves, and an

initial path for such reserves would be provided as a starting point. As




the intevmecting period procecded, though, the family of reserve measures--

tetal bace, total reserves, and nonborrowed reserves--would provide the Desk

-

with flexibility to allow for such factors as exogenous shifts in the demand
for borrowing, changses In currency flows and other elements affecting multiplier
relationships, or sharp cxpansion or contraction in demands for money and credit,
The rescrve estimates for the intermeeting operating period
would alleow for normal scasonal movements in deposits, would reflect the
trend rate of growth implicit in the Committee's reserve target, and, to
the extent that there was a clear reason to do so, allow for weekly or
monthly deposit variations around the trend, With such zllowances, a
scasonally unadjusted level of the total monctary base would be con-
structed for the intermecting peried, as well as measures of total
reserve (the difference representing estimated currency holdings outside
romber banks) and nmonborrowed rescerves,
A method for setting the tevel of nonborrowed reserves would
be to take the averane level of berrowing in recent weeks and subtract
then from total rescrves. Or the Committee could take a different level
of borrowing--cither hipgher or lower--depending in part on whether it
wishes to tilt money market conditions toward tightness or ease in the
period ahead. Whether money market interest rates would tend to rise,
or rise more than they otherwise would, then depends on whether the
demand for the total monetary base or total reserves were strong relative
to the FOMC's path, If stronpg, the funds rate and the level of member
banks borrowing would tend to rise as the Desk adhered to the initial
path level nonborrowed reserves, Conversely, if demands were weak, the
funds rate, and the level of member bank borrowing, would tend to

decline.
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If the pressures on banks asrsociated with the rise in borrowing
were not sufificient to begin reducing the demand for the total base or
total reserves over the operating period toward the desired level, the
Desk might at that point make an allowance for the enlarged amount of borrowed
reserves and take action to lower nonborrowed rescrves below the initial path
level, provided theve was room to do so within any Federal funds rate
constraint that the Comaittece might wish to impose. Symmmetrical reason-
ing would suggest {lexibility for raising nonborrowed reserves above the
initial path i1 the total base and total reserves were significantly weaker
than the Committee wished--again to the extent permitted by a Federal funds
rate constraint,

The Committee would clearly have the option of "biasing" the
result toward money market tightness or casc through its deecision on
the grewth path of the monetary base or rotal reserves., Tor example, if
the Committee chose to reduce the growth in reserves more substantially,
or more quickly, than is implied by the 8 percent September to December
total base growth path, the initial nonborrowed reserve path for an inter-
mecting period derived by subtracting the recent level of borrowing would
be lowered, But as the Desk adhered to this path, a rise in the level
of borrowing and in money market rates would almost immediately occur,
assuming the Cormittee's total rescrve path was slower than market
demand for reserves at pre-cexisting interest rates.

There would be other, more technical reasons for adjustments in
the initial nonborrowed path between Committee mectings. A change in the

d¢iscount rate would alter the relationship between that rate and market




rates and thereby change the demand for torrowing for any given level

of

total reserves. Or an expansion of member borrowing under emergency

loan procedures would clearly necessitate offsetting adjustments in

nonberrowed reserves. Finally, changes in deposit mix or currency from

expectations night require adjustments in reserve targets between meet -

ings bascd on an understanding of the Committee's views about behavior

1/

of xey monetary aggrepates., In any event, the multiplier relationship

between money, bank ecredit, and reserves would penerally be reassessed
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ol vt rate contraint

Vith the focus on reserve supply, the behavior of money market

interest rates will depend on the strength of demand for money and reserves

relative to the asounts being supplicd, 1f demands are strong the Federal

de rote will rise and if woak the rate will fall.

Fruphasis on a reserve target would not, of course, prevent the

FOMC {from imposinpy intermeeting constraints on the variability of money

market conditions and of the Federal funds rate in particular. We would,

in fact, suwegest such a constraint, largely to guard agoinst excessive
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For instance, the =ultiplicr relatienship inthe {ourth quarter between
resorve easnres in the table on papge 5 and the moncy supply assumes:
srowth in currency held eoutside member banks at a rate sonewhat below
its third quarter pace; a deposit mix consistent with recent patterns,
including continued growth of large CD's at a woderate rate; and average
euwcess reserve holdings by banks for that period of year. Given those
estimates, an unexpected, sharp decline in outstanding CD's would release
reserves that could be wsed for excessive money supply expansion unless
the Desk were able to absorb these reserves; doing so could well require
a lowering of the nonborrowed rescrve target. On the other hand, a
sharp risc in CD's could absorb reserves and retard money expansion.
Whether the Committee would wish to have the Desk provide more non-
borrowed under the latter circumstances would depend on the extent to
which it wished to use the reserve basc as a means of ceonstraining bank
credit orowth,
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short-run changes whose consequences cannot be foreseen at this time

(before we have had any experience with such a reserve operating technique).
However, there would be no purpose in moving to a reserve target

operating procedure if the intermeeting Federal funds rate comstraint

were narrow, or if the rate were not free to fluctuate over a fairly

wide range on a day-to-day or week-to-week basis. We would suggest that

the range of variation be at least 3 or 5 percentage points, with even

wider variation possible within a day (as occurs now on certain days,

such as the last day of statement weeks). Of course, the Desk would

always operate within the constraint of aveiding disorderly market

conditions.
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Coeratiens under o yeserve-tareetinge approach

The Desk's objective under the approach envisaged here would be

to operate on a "family" of monctary base and reserve targets. In the
sense of an immediate objective of day-to-day Desk actien the focus

would be en nenborrowed rescerves, but over the course of an intermeeting
period there would also be an effort to reach, or move toward, the paths
for total wonctary base and total reserves, making nceded interim adjust-
ments in the short-run nenborreowed reserve objective,

The etarting point {or open market operations would be the
averave Tooel Gl e e aporrepstes o be attained over the intermeeting
peried, torother with estimates of weekly path levels for thiese apgregates
cotlatot sivhorhe Tetermerling averase (all scaserally unadijusted).  As
deneribed earlicor, the path levels Teor XNBR are derived by starting with
thie total monetary base path consistent with desired performance of the
aspregates, subtracting currency outstanding, and then subtracting an
assumed level of lorrowings.

The table below shows such estimates. It uses the recent level
of btorrowing in deriving the KBR path, but the Committee could, of course,
choose a different initial borrowing assumption should it wish. A high
borrowing level would tend to tighiten money market conditions relative
to current conditions, and a lower level would teand to ease them. The
choice weuld depend, in part, on whether the Committee wished to tilt

the thrust of operations more toward tightness or toward ease of money

market conditions over the operating period.
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Average Level

for Intermeeting Week Week Week Week
Period 1 2 3 4
Desired Total
Reserve Path 40.25 40,1 40.2 40.3 40.4
Assumed Member
Bank Borrowing 1.2 1.2 1.2 1.2 1.2
Initial KBR Path 39.065 38.9 39.0 39.1 39.2

In carrying out its operatioms, the Desk of course would also
have projections of I'BR for cach week of the intermecting period based
on expected behavior of market factors affecting the supplv of NBR, such
as float, Treasury balances, currency, etec. In addition, to aid the
Desk in gauging the timing of its reserve operations, it would be pro-
vided with weekly projections of the likely demasnd for total reserves
at current interest rates. Suppose these demands are running bigh
because money demand (and hence banks' demand for required reserves)
is rumning strong. Such projections are shown below in comparison with

the desired path.

Average Level

for Intermeeting Weck Week Week Week
Period 1 2 3 4
Demand for .
Total Reserves 40,55 40.2 40.5 £0.7 40,8
Desired Total
Beserve Path 40.25 40,1 40,2 40.3 40.4

Amount Pemanded
Above Path .3 .1 .3 b A

-
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With more demand for total reserves than the Committee wishes

to see supplied member bank borrowing will have to rise.
if the Desk reached the four-week average nonborrowed level of 39.053

shown in the top table on p. 11, borrowing would rise by $300 million to an

In this example,

average level of $1.5 billion over the period and the funds rate would

rise by, say,A50—75 basis points. _Such a tightening of the money market

may not be sufficient, however, to make
total reserves toward its desired path,

action to reduce KER below path so long

Federal funds rate constraint adopted by

Assuming the Desk did in fact

significant progress in bringing

The Desk may,

therefore, take

as it was possible within any

the Committee.

reduce NBR below the path under

the circumstances, the results after the four-week period was over might

be as in the table telow {actual results are underlined):

Arerane Leved
Foried
Initial demand
for total rescrves 40.55
Decsired total
reserves path 40,25
Actual total 46,43
Initial MP¥ Path 29.05
Actual NBR 28,85
Memo:
Aeeual Veoshow Toanl
O i 1,57

IR ek Week

7 4
40,5 40.7 40.8
40.2 40,3 40 .4
40,5 40.6 40 .4
39.0 39.1 39,2
38.5 39.1 39.3
1.9 1.5 1.1
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Without attempting to trace specific Desk operations over the
course of the period, the actual total reserves came in $185 million
on average above the desired path, while nonborrowed was $200 million
on average below its initial path. However, as the month progressed
actual teral reserves moved back toward the desired level, partly in
response to pressure put on by thé Desk as it moved NBR early in the
period to a track that was below path and forced member banks to increase
borrowings to obtain necded reserves, Borrowings rose to $1.8 and $1.9
billion ir the first twe wecks. By the €nd of the peried borrowing had
dropped back to $1.1 billion as total reserves were moving back to path
and as money growth scemed to be moderating.

The forcuaine illustration neglects a number of other technical
points that might arise in practice. Several of these points--such &s
the "slippage" duc to variations in the multiplier relationship between
reserves and mouéy——wcrc referred to earlicer in this memorandum. Additional
rechnical points that the Desk would have to keep in mind would relate
to such matters as sudden bulges in excess rescrves at the end of 3 state-
ment weelk, which appear too late to be removed by Desk action and which can-
rnot be carried over to ancother week. Since such excesses cannot support deposit
growth, it should not be¢ necessary to remove them in reaching target reserve

levels., Another peint to keep in mind is the possibility of situations like a
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computer breakdewvn, a1 the Vod or ot 4 major money market bank, that
causes a sudden reserve shortage that is temporarily accommodated at

the discount window. Such borrowing, though, would have different
significance frem the borrowing that arises because the Desk is
deliberately holding back on the provision of nonborrowed reserves.,

These would be among the reasons ‘that the Desk would tend to take guidance
from a "family" of paths for total monetary base, total reserves, and
nonborroved reserves--as well as following the Committee's Federal funds
constraints--rather than scceling rigid adhcrencc'to a single nonborrowed

or other rescrve targnct.

e





